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April 2012

To Our Stockholders

On behalf of your Companys Board of Directors and employees please find below some of the financial

highlights of our year ended December 31 2011 In the pages that follow you will find more in-depth

discussion and analysis of our results of operations and financial condition

The Company reported net loss for 2011 of $1987281 compared to net loss of $373535 for 2010 The

higher loss in 2011 was largely due to losses and charges associated with our real estate loan portfolio The

recession especially here on the Shore continues to wreak havoc on real estate values jobs and the incomes

of many of our customers Because The Peoples Banks income is derived mainly from the loans it makes in

our community to support the purchases of homes and the funding of business our earnings suffer as and

when our customers earnings suffer Thankfully due to the support of our community for such long time

we have sufficient capital to support the Bank for times such as we are currently experiencing Although our

average total capital at December 31 2011 decreased to $26836434 from $28596699 at December 31
2010 our regulators the FDIC the Federal Reserve and the Maryland Commissioner of Financial Regulation

consider us to be well capitalized institution at year-end 2011 with total risk-based capital ratio of

13.7%

On the deposit side of the Bank we continue to gain market share as reflected in the latest FDIC Deposit

Market Share Report as of June 30 2011 Our deposits rose in our Kent County market by $5527000 to

$180738 000 3.15% increase over total deposits of $175211000 as of June 30 2010 Our market share in

Kent County was 35.87% an increase of 1.52% over the 34.35% total market share as of June 30 2010 In

Queen Annes County our newest branches in Church Hill and Sudlersville continue to perform well Their

deposits have increased by 23.79% since June 30 2010 for total base of $16255000 as of June 30 2011

Our insurance subsidiary FAMM continues to perform very well Net earnings of $170121 for 2011 were up
3.1% over net earnings for 2010 and this was attained in very tough market Scott Bramble and his

associates deserve great deal of praise for this excellent performance

For the near future we will continue to focus on strengthening our loan portfolio and building our capital

reserves to protect us during the rest of this recession The Bank has been successful in keeping non-interest

expenses that are not related to loan loss and other real estate at comparable levels Our primary goal is to

reinstate dividend payments on our common stock as soon as the economy here has stabilized and the Board

of Directors believes that our earnings will support those payments

Please join us at our annual meeting on May 23 at The Kent Center

Yours truly

Thomas Stevenson

President/CEO/CFO
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Managements Discussion and Analysis of Financial Condition and Results of Operations

The following discussion of consolidated financial condition and results of operations should be read in

conjunction with the consolidated financial statements and related notes and other statistical information included

in Item of Part II
of this annual report

Overview

For the year ended December 31 2011 and December 31 2010 we recorded net losses of $1987281 and

$373535 Basic and diluted net loss per share was $2.55 for 2011 compared to basic and net loss per share of

$.48 for 2010

Return on average assets decreased to .80% for 2011 from .15% for 2010 Return on average

stockholders equity for 2011 was 7.41% compared to 1.31% for 2010 Average assets increased to

$249612448 in 2011 representing .29% increase when compared to 2010 Average loans net of allowance for

loan losses decreased 4.58% in 2011 to $198723080 During 2011 average deposits increased 3.59% to

$196708790 when compared to 2010 Average stockholders equity for the year ended December 31 2011

decreased 6.16% over 2010 totaling $26836434

Critical Accounting Policies

Our consolidated financial statements are prepared in accordance with accounting principles generally

accepted in the United States of America GAAP and follow general practices within the industries in which

we operate Application of these principles requires management to make estimates assumptions and

judgments that affect the amounts reported in the financial statements and accompanying notes These

estimates assumptions and judgments are based on information available as of the date of the financial

statements accordingly as this information changes the financial statements could reflect different estimates

assumptions and judgments Certain policies inherently have greater reliance on the use of estimates

assumptions and judgments and as such have greater possibility of producing results that could be materially

different than originally reported Estimates assumptions and judgments are necessary when assets and

liabilities are required to be recorded at fair value when decline in the value of an asset not carried on the

financial statements at fair value warrants an impairment write-down or valuation reserve to be established or

when an asset or liability needs to be recorded contingent upon future event Carrying assets and liabilities

at fair value inherently results in more financial statement volatility The fair values and the information used

to record valuation adjustments for certain assets and liabilities are based either on quoted market prices or

are provided by other third-party sources when available

The most significant accounting policies that we follow are presented in Note to the Consolidated

Financial Statements These policies along with the disclosures presented in the other financial statement

notes and in this financial review provide information on how significant assets and liabilities are valued in the

financial statements and how those values are determined Based on the valuation techniques used and the

sensitivity of financial statement amounts to the methods assumptions and estimates underlying those

amounts management has identified the determination of the allowance for loan losses to be the accounting

area that requires the most subjective or complex judgments and as such could be most subject to revision as

new information becomes available

The allowance for loan losses ALL represents managements best estimate of identified and inherent

losses in the loan portfolio as of the balance sheet date Adequacy of the ALL is evaluated no less than

quarterly Determining the amount of the ALL is difficult and calls for numerous subjective judgments as it
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relies on estimates of inherent loss on individual loans the effects of portfolio trends due to evolving market

conditions and other internal and external factors

The ALL consists of formula-based reserves for inherent in the balances of specific segments oi the

loan portfolio specific reserve amounts for inherent losses on loans management has identified as impaired

and unallocated reserves not associated with specific loan or portfolio segment

The Bank evaluates loan portfolio risk for the purpose of establishing an adequate ALL Management
considers historical loss experience for all segments of the loan portfolio in order to determine an adequate

level for the formula based portion of the ALL Different segments of the loan portfolio are evaluated based

on loss experience using 36-month rolling historical loss ratio Based on this evaluation management

applies formula to current portfolio balances in the different portfolio segments giving weight to portfolio

segment size and loss experience for real estate construction and land development loans other real estate

secured loans other loans to commercial borrowers and other personal loans to consumers

Historical data may not present complete prediction of loss potential in the current loan portfolio

Bearing this in mind management also evaluates trends in delinquencies lending volume and changes in

lending practices and policies Management further considers external factors such as current local and

national economic conditions and trends reviews by independent loan review vendors reviews by our outside

auditors and the results of examinations by bank regulatory authorities The loan portfolio also represents the

largest asset type on the consolidated balance sheets Note to Consolidated Financial Statements describes

the methodology used to determine the allowance for loan losses and discussion of the factors driving

changes in the amount of the allowance for loan losses is included below under the caption FINANCIAL

CONDITIONMarket Risk Management

RESULTS OF OPERATIONS

We reported net loss of $1987281 for the year ended December 31 2011 compared to net loss of

$373535 for the year ended December 31 2010 Basic and diluted net loss per share for the years ended

December 31 2011 and December 31 2010 was $2.55 and $0.48 respectively The higher loss in 2011

$1613746 or 432.02% when compared to 2010 was the direct result of $1640000 increase in our provision

for loan losses in 2011 to $6550000 from $4910000 in 2010 The increased provision was due primarily to

increased losses in our loan portfolio during 2011

Net Interest Income

The primary source of our income is net interest income which is the difference between revenue on

interest-earning assets such as investment securities and loans and interest incurred on interest-bearing

sources of funds such as deposits and borrowings The level of net interest income is determined primarily by

the average balance of interest-earning assets and funding sources and the various rate spreads between our

interest-earning assets and our interest-bearing funding sources The table Average Balances Interest and

Yields that appears below shows our average volume of interest-earning assets and interest-bearing liabilities

for 2011 and 2010 and related income/expense and yields Changes in net interest income from period to

period result from increases or decreases in the volume of interest-earning assets and interest-bearing

liabilities and increases or decreases in the
average rates earned and paid on such assets and liabilities The

volume of interest-earning assets and interest-bearing liabilities is affected by the ability to manage the

earning-asset portfolio which includes loans and the availability of particular sources of funds such as

noninterest bearing deposits The table Analysis of Changes in Net Interest Income shows the amount of net

interest income change from rate changes and from volume changes
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For the year ended December 31 2011 net interest income decreased $499209 or 5.52% to $8537654

from $9036863 for the year ended December 31 2010 The decrease in net interest income in 2011 was the

result of $1095266 decrease in interest income offset by $596057 decrease in interest expense In 2011

deposits increased but our borrowed funds decreased with loan demand Net interest income decreased

because the yield earned on loans declined faster than yields on deposits and borrowed funds The yield on

interest-earning assets on fully taxable equivalent basis was 5.77% in 2010 and 5.52% in 2011 with the

combined effective rate on deposits and borrowed funds following the same fluctuation by decreasing from

2.08% in 2010 to 1.75% in 2011

The key performance measure for net interest income is the net margin on interest-earning assets or

net interest income divided by average interest-earning assets Our net interest margin for 2011 and 2010 on

fully taxable equivalent basis was 4.04% and 4.09% respectively Management attempts to maintain net

margin on interest-earning assets of 4.50% or higher The net margin may decline however if competition

increases loan demand decreases or the cost of funds rises faster or declines slower than the return on loans

and securities Although such expectations are based on managements judgment actual results will depend

on number of factors that cannot be predicted with certainty and fulfillment of managements expectations

cannot be assured
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Average Balances Interest and Yields

For the Year Ended For the Year Ended

December 31 2011 December 31 2010

Average Average

Balance Interest Yield Balance Interest Yield

Assets

Federal funds sold 4385386 6404 0.15 1338039 2433 0.18%

Interest-bearing deposits 257999 431 0.17 42530 88 0.21%

Investment securities

government agency 9573552 110785 1.16 13033449 315862 2.42%

FHLB of Atlanta

CBB Financial Corp Stock 1923037 16636 0.87 2320287 8305 0.36%

11496589 127421 15353736 324167

Loans

Business Loans 26936217 1610098 5.98 28168323 1612031 5.72%

Mortgage loans 170770616 9775658 5.72 176460817 10611050 6.01%

Personal loans 5081613 335576 6.60 6168.924 401426 6.51%

Total loans 202788446 11721332 5.78 210798064 12624507 5.99%

Allowance for loan losses 4.065366 3148.200

Total loans net of allowance 198723.080 11721332 5.90 207649864 12624507 6.08%

Total interest-earning assets 214863054 11855588 5.52 224384169 12.951195 5.77%

Non-interest-bearing cash 19127133 11721212

Premises and equipment 6318539 6493792

Other assets 9303.722 6.296970

Total assets 249.612.448 248.896.143

Liabilities and Stockholders Equity

Interest-bearing Deposits

Savings and NOW deposits 47529136 53344 0.11 45714413 82960 0.18%

Money market and supernow 11807400 23546 0.20 11127627 42807 0.38%

Other time deposits 98.522114 2401.344 2.44 97006196 2795184 2.88%

Total interest-bearing deposits 157858650 2478234 1.57 153848236 2920951 1.90%

Borrowed funds 24.248093 702772 2.90 27.902.456 855.923 3.07%

Total interest-bearing liabilities 182106743 3181006 1.75 181750692 3776874 2.08%

Noninterest-bearing deposits 38.850140 36043.099

220956883 217793791

Other liabilities 1819131 2505653

Stockholders equity 26836434 28.596.699

Total liabilities and stockholders equity 249.612.448 248896143

Net interest spread 1.27 3.69%

Net interest income 8.674.582 9.174.321

Net margin on interest-earning assets 4.04 4.09%

Interest on tax-exempt loans and investments are reported on fully taxable equivalent basis non GAAP financial measure
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Analysis of Changes in Net Interest Income

Year ended December 31 Year ended December 31

2011 compared with 2010 2010 compared with 2009

variance due to variance due to

Total Rate Volume Total Rate Volume

Earning assets

Federal funds sold 3971 566 4537 7267 728 7995

Interest-bearing deposits 343 20 363 102 110

Investment securities

government agency 205077 135987 69090 238125 221018 17107

FHLB CBB Financial Corp stock 8331 9970 1639 627 818 191

Loans

Demand and time 1933 70134 72067 405428 121467 283961

Mortgage 835392 499827 335565 234660 613911 379251

Installment 65.850 5872 71722 191282 116672 74610

Total interest revenue 1.095607 550.424 545183 1076.143 1071.420 4.723

Interest-bearing liabilities

Savings and NOW deposits 29616 32791 3175 3541 9057 5516

Money market and supernow 19261 21734 2473 20032 22296 2264

Other time deposits 393840 436901 43061 130669 393822 263153

Other borrowed funds 153.151 45404 107747 676.368 137713 538655

Total interest expense 595868 536830 59.038 830610 562888 267722

Net interest income 499.207 13.594 486.145 245.533 508.532 262.999

Notes

Interest on tax-exempt loans and investments are reported on fully taxable equivalent basis non GAAP financial

measure

The variance that is due both to rate and volume is divided proportionally between the rate and volume variance

Noninterest Revenue

Noninterest revenue for the 12 months ended December 31 2011 was $2421168 compared to $2305062 for

same period in 2010 This increase resulted from $50155 increase in the Insurance Subsidiarys insurance commissions

and $41125 increase in service charges on deposit accounts when compared to 2010 Additionally there was net loss

of $77827 on the sale of foreclosed real estate compared to net loss of $53515 in 2010 and an increase in other

income of $49138

The following table presents the principal components of noninterest revenue for the years ended December 31

2011 and 2010
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2011 2010

Service charges on deposit accounts 897996 856871

Insurance commissions 1233112 1182957

Loss on sale of foreclosed real estate 77827 53515
Other noninterest revenue 367887 318749

Total noninterest revenue 2.421.168 2.305.062

Noninterest revenue as percentage of total revenue 17.12% 15.25%

Noninterest Expense

Noninterest expense for the 12-month period ended December 31 2011 increased by $410103 or 5.72%

to $7583753 from $7173650 in 2010 This increase was attributable to the increases in the Banks

foreclosed real estate expense of $392936 or 290.65% directors fees of $26590 or 18.17% and professional

fees of $58301 or $44.53% offset by decreases of $16903 or 24.79% to public relations and contribution

expenses and $56061 or 16.87% in regulatory assessments

The following table presents the principal components of noninterest expense for the years ended

December 31 2011 and 2010

Noninterest Expense

2011 2010

Compensation and related expenses $3977538 3952737

Occupancy expense 500849 515091

Furniture and equipment expense 330404 345097
Data processing and correspondent bank costs 664598 681718
Director fees 172938 146348

Postage 103254 110799
Office supplies 87896 96054
Professional fees 189234 130933

Printing and stationery 7629 14905
Public relations and contributions 51285 68188

Telephone 41931 43747

Regulatory assessments 276247 332308

Loan products 15310 13825
Foreclosed real estate expense 528128 135192

Advertising 53457 59532

Insurance 34016 37687
Other 549.039 489.489

Total noninterest expense S7.583.753 7.173.650

Noninterest expense as percentage of total expense 47.43% 46.30%

Income Taxes

We file consolidated federal and state income tax returns Our effective income tax rate was 37.4% in 2011

and 49.60% in 2010



PEOPLES BANCORPTNC AND SUBSIDIARIES

Results for the Fourth Quarter of 2010

During the fourth quarters of 2011 and 2010 we recorded net loss of $1219156 and $994960

respectively Correspondingly we recorded net loss per share of $1.56 for the fourth quarter of 2011 and

$1.28 for the fourth quarter of 2010 The higher loss in 2011 resulted from $225931 decrease in net interest

income offset by decrease of $250000 in the provision for loan loss $50487 increase in compensation and

related expenses and $53279 increase in forclosed real estate expense when compared to 2010

The Company recorded net interest income of $2140883 for the fourth quarter of 2011 which

represents $225931 decrease over the $2366814 recorded for the three months ended December 31 2010

The decrease was due primarily to loan revenues and borrowed funds interest expense reducing in direct

correlation to the reduction in loan and borrowed funds account balances Deposit balances increased during

this period and interest expense decreased as the direct result of lower interest rates for the period and the

repricing of matured time deposits at lower rates Comparing the fourth quarter of 2011 to the fourth quarter

of 2010 interest revenue decreased $403676 with $380428 of this decrease resulting from decrease in loan

interest expense Interest expense decreased $177745 with $140664 of this decrease resulting from

decrease in borrowed funds interest expense The provision for loan losses for the fourth quarter of 2011

decreased by $250000 to $2675000 when compared to the fourth quarter of 2010

Noninterest income for the fourth quarter of 2011 increased $31883 to $552567 when compared to the

same period of 2010 This increase was due primarily to $64230 increase in service charges and an $8658

increase in insurance commissions offset by $16720 loss on the sale of forclosed real estate and $24285

decrease in other income for the fourth quarter of 2011 when compared to the fourth quarter of 2010

Total noninterest expense increased $111357 to $1743952 for the quarter ended December 31 2011

from $1632595 for the corresponding quarter of 2010 This increase primarily resulted from $53279

increase in foreclosed real estate expense and $50487 increase compensation and related expenses We

have reduced those expenses that are under managements control and constantly attempts to increase overall

income

FINANCIAL CONDITION

Assets

Total assets increased 3.00% to $253158228 at December 31 2011 when compared to assets at

December 31 2010 Average total assets for 2011 were $249612448 an increase of .29% from 2010 The

loan portfolio represented 92.49% of average earning assets in 2011 compared to 92.54% in 2010 and was the

primary source of income for the Company

Funding for loans is provided primarily by core deposits securities repurchase agreements and FHLB

borrowings Total deposits increased 7.15% to $203195268 at December 31 2011 when compared to 2010

Composition of Loan Portfolio

Because loans are expected to produce higher yields than investment securities and other interest-earning assets

assuming that loan losses are not excessive the absolute volume of loans and the volume as percentage of total

earning assets is an important determinant of net interest margin Average loans net of the allowance for loan losses

were $198723080 and $207649864 for 2011 and 2010 respectively which constituted 92.49% and 92.54% of

average interest-earning assets for the respective years At December 31 2011 our loan to deposit ratio was 92.95%

compared to 109.31% at December 31 2010 while the ratio of average loans to average deposits was 101.02% and

10
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109.35% for 2011 and 2010 respectively The securities sold under agreements to repurchase function like deposits

with the securities providing collateral in place of the FDIC insurance The Bank also borrows from correspondent

banks and the FHLB to fund loans Our ratio of average loans to average deposits plus average borrowed funds was

89.94% for the year ended December 31 2011 compared to 95.34% for the year ended December 31 2010 We
extend loans primarily to customers located in and near Kent County Queen Annes County and Cecil County in

Maryland There are no industry concentrations in our loan portfolio substantial portion of our loans are however

secured by real estate and accordingly the real estate market in the region will influence the performance of our loan

portfolio The following table sets forth the composition of our loan portfolio at December 31 2011 and 2010

Composition of Loan Portfolio

2011 2010

Percent Percent

Amount of total Amount of total

Commercial 23714668 12.28% 29052413 13.65%

Real estate residential 72620650 37.61% 75206074 35.33%

Real estate commercial 83938292 43.47% 89617135 42.10%

Construction 7919498 4.10% 13403765 6.30%

Consumer 4901916 2.54% 5588830 2.62%

Total loans 193095024 100.00% 212868217 100.00%

Deferred costs net of deferred fees 76723 84448
Allowance for loan losses 4295541 5656788

Net loans $188876206 $207295877

The following table sets forth the maturity distribution classified according to sensitivity to changes in

interest rates for selected components of our loan portfolio at December 31 2011

Loan Maturity Schedule and Sensitivity to Changes in Interest Rates

December 31 2011

Oneyear Overone Overfive

or less through five Total

Commercial 22284183 1333124 97361 23714668
Real estate residential 44012071 28441897 166682 72620650

Real estate commercial 48845537 35092755 83938292
Construction 6724622 1086115 108761 7919498
Consumer 3905384 971623 24909 4901916

Total 125.771797 66.925.514 397.713 193.095.024

Fixed interest rate 115252260 66913123 397713 182563096
Variable interest rate 10.519537 12.391 10531.928

Total 125.771797 66.925.514 397.713 193.095.024

At December 31 2011 $10531928 or 5.45% of the total loans were either variable-rate loans or loans

written on demand

Off-Balance Sheet Arrangements

In the normal course of business to meet the financing needs of our customers we are party to

financial instruments with off-balance sheet risk These financial instruments include commitments to

extend credit and standby letters of credit Our exposure to credit loss in the event of nonperformance by

11
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the other party to these financial instruments is represented by the contractual amount of the instruments

We use the same credit policies in making commitments and conditional obligations as we do for on-balance

sheet instruments We generally require collateral or other security to support the financial instruments with

credit risk The amount of collateral or other security is determined based on managements credit

evaluation of the counterparty We evaluate each customers creditworthiness on case-by-case basis

Commitments to extend credit are agreements to lend to customer as long as there is no violation

of any condition established in the contract Letters of credit are conditional commitments that we issue to

guarantee the performance of customer to third party Letters of credit and other commitments

generally have fixed expiration dates or other termination clauses and may require payment of fee

Because many of the letters of credit and commitments are expected to expire without being drawn upon

the total commitment amount does not necessarily represent future cash requirements See Note to the

Consolidated Financial Statements which is included in Item of Part II of this annual report for further

information about these commitments

Loan Quality

The allowance for loan losses represents reserve for inherent losses in the loan portfolio The

adequacy of the allowance for loan losses is evaluated monthly based on review of all significant loans with

particular emphasis on non-accruing past due and other loans that management believes require

attention The determination of the reserve level rests upon managements judgment about factors affecting

loan quality and assumptions about the economy Management considers the year-end allowance

appropriate and adequate to cover inherent losses in the loan portfolio however managements judgment is

based upon number of assumptions about future events which are believed to be reasonable but which

may or may not prove valid Thus there can be no assurance that charge-offs in future periods will not

exceed the allowance for loan losses or that additional increases in the loan loss allowance will not be

required

For significant problem loans managements review consists of evaluation of the financial strengths

of the borrowers and guarantors the related collateral and the effects of economic conditions The overall

evaluation of the adequacy of the total allowance for loan losses is based on an analysis of historical loan loss

ratios loan charge-offs delinquency trends and previous collection experience along with an assessment of

the effects of external economic conditions

Risk Elements of Loan Portfolio

For the Years Ended December 31

2011 2010

Non-Accrual Loans 9465430 5325495

Accruing Loans Past Due 90 Days or More 107206 6368643

During the previous year management reevaluated how loans were placed in nonaccrual status

As the result loans are now placed in nonaccrual at the time they reach 90 days past due unless

managements review of the loan determines the collateral is sufficient to discharge the debt in full or the

loan is in the process of collection

The following table Allocation of Allowance for Loan Losses shows the specific allowance applied

by loan type and also the general allowance included in the allowance for loan losses at December 31 2011

and 2010

12
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2011 2010

Commercial 342962 676113

Resiuerutiai real esiale 14bI4I UbILS
Commercial real estate 1608829 1124851

Construction and land development 777031 2780148

Other real estate 9755 2122

Consumer 65539 126751

Overdraft 1047 3028

Unallocated 22431 137.047

Total 4.295.541 5.656.788

The provision for loan losses is charge to earnings in the current period to replenish the

allowance for loan losses and maintain it at level management has determined to be adequate The

provision for loan losses was $6550000 in 2011 which represents an increase of $1640000 over the

$4910000 that was recorded in 2010 We added to our reserves in anticipation of inherent losses in

connection with the higher than normal balances of nonaccrual loans The following table shows information

about the allowance for loan losses for each of the last two years

Allowance for loan Losses

Year ended Year ended

December 31 December 31

2011 2010

Balance at beginning of year 5656788 2845364

Loans charged off

Commercial 669862 166779

Mortgages 7310607 1846683

Consumer 19850 104791

Total loan losses 8.000319 2118.253

Recoveries on loans previously charged off

Commercial 6498 2660

Mortgages 53565 374

Consumer 29009 16.643

Total loan recoveries 89072 19.677

Net loan losses 7911247 2098576

Provision for loan losses charged to expense 6.550000 4910.000

Balance at end of year 4.295.541 5.656.788

Allowance for loan losses to loans

outstanding 2.22% 2.66%

Net charge-offs to average loans 3.90% 1.00%

As result of managements ongoing review of the loan portfolio loan is considered impaired

when based on current information and events management believes that the Company will be unable to

collect the scheduled payments of principal or interest when due according to the contractual terms of the

loan agreement Impairment is measured on loan by loan basis Loans may be placed on non-accrual status

regardless of whether or not such loans are considered past due The accrual of interest is discontinued when
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principal or interest is ninety days past due or when the loan is determined to be impaired unless collateral is

sufficient to discharge the debt in full and the loan is in process of collection When loan is placed in

nonaccrual status all interest that had been accrued on the loan but remains unpaid is reversed and deducted

from earnings as reduction of reported interest income No additional interest is accrued on the loan

balance until the collection of both principal and interest becomes reasonably certain

We had nonperforming loans of $9572636 and $11694138 at December 31 2011 and 2010

respectively Management considers the nonaccrual loans and loans over 90 days past due to be nonperforming

loans We had $4122400 and $1201600 in foreclosed other real estate at December 31 2011 and 2010

respectively After our borrowers default we acquire real estate securing our loans either by taking title by deed

in lieu of foreclosure or through foreclosure The real estate is placed in foreclosed other real estate after we

take title During 2011 the Bank added large parcel valued at approximately $2500000 to foreclosed other

real estate Foreclosed other real estate is considered part of non-performing assets

Investment Securities

Our security portfolio is categorized as available-for-sale and held to maturity Investment

securities classified as available-for-sale are held for an indefinite period of time and may be sold in response

to changing market and interest rate conditions or for liquidity purposes as part of our overall asset/liability

management strategy Available-for-sale securities are carried at market value with unrealized gains and

losses excluded from earnings and reported as separate component of other comprehensive income

included in stockholders equity net of applicable income taxes We do not currently follow strategy of

making security purchases with view of near-term resales and therefore do not own any securities

classified as trading securities Management intends to hold investment securities classified as held-to-

maturity until they mature Held-to maturity securities are recorded at amortized cost For additional

information about the investment portfolio see Note to the Consolidated Financial Statements which are

included in Item of Part II of this annual report

The following table sets forth the maturities of the investment portfolio as of December 31 2011

Available for Sale Held to maturity

Amortized Fair Amortized Fair

December 31 2011 cost Value cost Value

Maturing

Within one year 4011267 4017270

Over one to five years 5043086 5059720

Mortgage-backed securities 4303 4370

9054353 9076990 4303 4370

Pledged securities 2671734 2682359

Liquidity Management

Liquidity describes our ability to meet financial obligations that arise during the normal course of

business Liquidity is primarily needed to meet the borrowing and deposit withdrawal requirements of

customers and to fund current and planned expenditures Liquidity is derived through increased customer

deposits maturities in the investment portfolio loan repayments and income from earning assets To the

extent that deposits are not adequate to fund customer loan demand liquidity needs can be met in the short

term funds markets The funds invested in federal funds sold also provide liquidity as do lines of credit

overnight federal funds and reverse repurchase agreements available from correspondent banks The
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aggregate amount available from correspondent banks under all lines of credit at December 31 2011 was

$11650000 The Bank has partially funded line of credit from the FHLB of Atlanta under which it may
borrow up to $29482946 through any combination of notes or line of credit advances As of December 31
2011 the Bank had borrowed $20000000 as line of credit advances The Bank was required to purchase

shares of capital stock in the FHLB as condition to obtaining the line of credit This line is secured by the

Banks residential mortgage loan portfolio Additionally the Bank has secured line of credit with the Federal

Reserve Discount Window under which it may borrow approximately $18000000

Average liquid assets cash and amounts due from banks interest bearing deposits in other banks

federal funds sold and investment securities available for sale were 16.29% of average deposits for 2011

compared to 10.38% for 2010

We have various financial obligations including contractual obligations and commitments that

may require future cash payments Management does not believe that any of the foregoing arrangements

have or are reasonably likely to have current or future effect on our financial condition revenues or

expenses results of operations liquidity capital expenditures or capital resources that is material to

investors

Market Risk Management

Market risk is the risk of loss arising from adverse changes in the fair value of financial

instruments due to changes in interest rates exchange rates or equity pricing Our principal market risk is

interest rate risk that arises from our lending investing and deposit taking activities Our profitability is

primarily dependent on the Banks net interest income Interest rate risk can significantly affect net interest

income to the degree that interest-bearing liabilities mature or reprice at different intervals than interest-

earning assets The degree to which these different assets mature or reprice is known as interest rate

sensitivity

The primary objective of asset/liability management is to ensure the steady growth of net interest

income To lessen the impact of these margin swings the balance sheet should be structured so that

repricing opportunities exist for both assets and liabilities in roughly equivalent amounts at approximately the

same time intervals Interest rate sensitivity may be controlled on either side of the balance sheet On the

asset side management can exercise some control on maturities Also loans may be structured with rate

floors and ceilings on variable rate notes and by providing for repricing opportunities on fixed rate notes Our

available for sale investment portfolio including federal funds sold provides the most flexible and fastest

control over rate sensitivity since it can generally be restructured more quickly than the loan portfolio On the

liability side deposit products can be restructured so as to offer incentives to attain the maturity distribution

desired Competitive factors sometimes make control over deposits more difficult and less effective

The rate-sensitive position or gap is the difference in the volume of rate-sensitive assets and

liabilities at given time interval The general objective of gap management is to actively manage rate-sensitive

assets and liabilities to reduce the impact of interest rate fluctuations on the net interest margin Management

generally attempts to maintain balance between rate-sensitive assets and liabilities as the exposure period is

lengthened to minimize our overall interest rate risk

Several aspects of the asset mix of the balance sheet are continually evaluated yield credit quality

appropriate funding sources and liquidity Management of the liability mix of the balance sheet focuses on

expanding the various funding sources

The interest rate sensitivity position at December 31 2011 is presented in the table Interest

Sensitivity Analysis The difference between rate-sensitive assets and rate-sensitive liabilities or the interest
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rate sensitivity gap is shown at the bottom of the table We were asset-sensitive for the three month twelve

month and over five year time horizons and liability
sensitive in the after one year and within five year time

horizon For asset-sensitive institutions if interest rates should decrease the net interest margins should

decline Because all interest rates and yields do not adjust at the same velocity the gap is only general

indicator of rate sensitivity

Interest Sensitivity Analysis

December 31 2011

Within After three After one

Three but within but within After

Months 12 months five years five years Total

Assets

Earning assets

Interest-bearing deposits 210299 250000 460299

Federal funds sold 9018000 9018000

Investment securities

Available for sale 2004120 2013150 5059720 9076990

Held to maturity 4303 4303

Restricted stock 1601400 1601400

Loans 75837962 49933835 66925514 397713 193095024

Total earning assets S87.070.381 52.196.985 71989537 51.999.113 5213.256016

Liabilities

Interest-bearing liabilities

Money market and Supernow $13095200 13095200

Savings and NOW deposits 50736832 50736832

Certificates $100000 and over 1247587 3328336 29809165 519963 34905051

Certificates under $100000 3149111 5197518 53704029 200236 62250894

Securities sold under repurchase

agreements federal funds purchased 1914007 1002893 2916900

Notes payable 14000000 3000000 3000000 20.000000

Total interest-bearing liabilities 584.142.737 11.525.854 87.516.087 720.199 5183.904.877

Period gap 2927644 40671131 $15526550 $1278914 29351139

Cumulative gap 2927644 43598775 28072225 29351139 29351139

Ratio of cumulative gap to

total earning assets 1.37% 20.44% 13.16% 13.76% 13.76%

From time to time we may also employ other methods to assess our interest rate sensitivity such

as simulation models to quantify the effect hypothetical immediate upward or downward change in rates

would have on net interest income and the fair value of capital

Deposits and Other Interest-Bearing Liabilities

Average interest-bearing liabilities increased $356051 or .20% to $182106743 in 2011 from

$181750692 in 2010 Average interest-bearing deposits increased $4010414 or 2.61% to $157858650

in 2011 from $153848236 in 2010 Correspondingly average demand deposits increased $2807041 or

7.79% to $38850140 in 2011 from $36043099 in 2010

Total deposits at December 31 2011 were $203195268 an increase of 7.15% when compared to

deposits of $189640730 at December 31 2010
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The following table sets forth deposits by category at December 31 2011 and 2010

11

Percent of Percent of

Amount Deposits Amount Deposits

Demand deposit accounts $42207291 20.77% $35219753 18.57%

Savings and NOW accounts 50736832 24.97% 45538267 24.02%

Money market accounts 13095200 6.44% 10778134 5.68%

Time deposits less than $100000 62250893 30.64% 63187359 33.32%

Time deposits of $100000 or more 34905052 17.18% 34917217 18.41%

Total deposits $203195268 100.00% S189.640.730 100.00%

Core deposits which exclude certificates of deposit of $100000 or more provide relatively

stable funding source for our loan portfolio and other earning assets Our core deposits increased

$13566703 during 2011 primarily due to competitors branch closing in our service area In the past

deposits particularly core deposits have been our primary source of funding and have enabled us to meet

our short-term liquidity needs In recent years we have borrowed from correspondent banks and the

FHLB of Atlanta to meet liquidity needs The maturity distribution of our time deposits over $100000 at

December 31 2011 is shown in the following table

Maturities of Certificates of Deposit and Other Time Deposits of $100000 or More

December 31 011

After three After six

Within three
through through After 12

months
six months 12 months months Total

Certificates of Deposit

$100000 or more 1.247.587 2.375.634 952.702 30.329.129 S34.905052

Large certificate of deposit customers tend to be extremely sensitive to interest rates making
these deposits less reliable sources of funding for liquidity planning purposes than core deposits Some
financial institutions partially fund their balance sheets using large certificates of deposit obtained through

brokers These brokered deposits are generally expensive and are unreliable as long-term funding sources

Accordingly we do not typically purchase brokered deposits

The average balance of borrowings decreased $3654363 or 13.10% in 2011 when compared to

2010 The average balance of borrowings decreased $17182103 or 38.11% in 2010 The decrease in

2011 when compared to 2010 was due primarily to the fact that loan demand has reduced and we were

able to reduce our lines of credit particularly at the FHLB of Atlanta during 2011
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Short-term Borrowings

The following table sets forth our position with respect to short-term borrowings for each of the

last two years ended December 31

2011 2010

Amount Rate Amount Rate

At year end

Repurchase Agreements $2916900 0.21% $2754321 0.38%

Average for the year

Retail Repurchase Agreements $2478167 1.53% $2324268 1.76%

Federal Funds purchased 0.00% 107 0.63%

Maximum Month End Balance

Retail Repurchase Agreements $6993283 $7956138

Federal Funds purchased 27000

The Bank may borrow up to approximately $29000000 from the FHLB of Atlanta through any

combination of notes or line of credit advances Both the notes payable and the line of credit are secured by

floating lien on all of the Banks real estate mortgage loans The Bank was required to purchase shares of

capital stock in the FHLB of Atlanta as condition to obtaining the line of credit

We provide collateral of 105% of the repurchase agreement balances by pledging U.S

Government Agency securities

The Bank has lines of credit of $6650000 in unsecured overnight federal funds and $5000000 in

secured overnight federal funds with correspondent banks at December 31 2011 The bank has secured line

of credit with the Federal Reserve Discount Window of approximately $18000000

Capital

Under the capital adequacy guidelines of the FRB and the FDIC the Company and the Bank are

required to maintain minimum capital ratios These requirements are described above in Item or Part under

SUPERVISION AND REGULATIONCapital Requirements At December 31 2011 and 2010 the Company and

the Bank were considered well-capitalized The table below compares the capital ratios of the Bank with the

regulatory minimums The Companys only assets in 2011 other than its equity interest in the Bank were its

equity interest in the Insurance Subsidiary and small amount of cash The value of the equity interest in the

Insurance Subsidiary at December 31 2011 did not cause the Companys capital ratios as of December 31

2011 to materially differ from the Banks ratios

Analysis of Capital

Actual Ratios Actual Ratios

Required 2011 2010

Minimums Bank Bank

Total risk-based capital ratio 8.0%
13.7% 14.3%

Tier risk-based capital ratio 4.0% 12.4% 13.0%

Tier leverage ratio 4.0% 95% 10.5%
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RECENT ACCOUNTING PRONOUNCEMENTS

Management has the responsibility for the selection and use of appropriate accounting policies The

significant accounting poicies used by the Company and the Bank are described in the notes to the

consolidated financial statements

On July 2009 the Financial Accounting Standards Board FASB adopted Accounting Standards

Codification ASC as the officially recognized source of authoritative U.S generally accepted accounting

principles GAAP applicable to all public and non-public non-governmental entities superseding existing

FASB American Institute of Certified Public Accountants AICPA the Emerging Issues Task Force EITF and

related literature Rules and interpretive releases of the SEC under the authority of federal securities laws are

also sources of authoritative GAAP for SEC registrants All other accounting literature is considered non-

authoritative The switch to the ASC affects the way companies refer to U.S GAAP in financial statements and

accounting policies

The following accounting guidance has been approved by the Financial Accounting Standards Board and

would apply to the Company if the Company or Bank entered into an applicable activity Some of these new

pronouncements become effective in 2011

ASU No 2010-20 Receivables Topic 310 Disclosures about the Credit Quality of Financing Receivables

and the Allowance for Credit Losses ASU 2010-20 requires entities to provide disclosures designed to

facilitate financial statement users evaluation of the nature of credit risk inherent in the entitys portfolio of

financing receivables ii how that risk is analyzed and assessed in arriving at the allowance for credit losses

and iii the changes and reasons for those changes in the allowance for credit losses Disclosures must be

disaggregated by portfolio segment the level at which an entity develops and documents systematic method

for determining its allowance for credit losses and class of financing receivable which is generally

disaggregation of portfolio segment The required disclosures include among other things roll-forward of the

allowance for credit losses as well as information about modified impaired non-accrual and past due loans

and credit quality indicators ASU 2010-20 became effective for the Companys financial statements as of

December 31 2010 as it relates to disclosures required as of the end of reporting period Disclosures that

relate to activity during reporting period became effective for the Companys financial statements beginning

on January 2011 ASU 2011-01 Receivables Topic 310 Deferral of the Effective Date of Disclosures about

Troubled Debt Restructurings in Update No 2010-20 temporarily deferred the effective date for disclosures

related to troubled debt restructurings to coincide with the effective date of the then proposed ASU 2011-02

Receivables Topic 310 Creditors Determination of Whether Restructuring Is Troubled Debt

Restructuring which is further discussed below

ASU No 2010-28 Intangibles Goodwill and Other Topic 350 When to Perform Step of the Goodwill

Impairment Test for Reporting Units with Zero or Negative Carrying Amounts ASU 2010-28 modifies Step of

the goodwill impairment test for reporting units with zero or negative carrying amounts For those reporting

units an entity is required to perform Step of the goodwill impairment test if it is more likely than not that

goodwill impairment exists In determining whether it is more likely than not that goodwill impairment exists

an entity should consider whether there are any adverse qualitative factors indicating that an impairment may
exist such as if an event occurs or circumstances change that would more likely than not reduce the fair value

of reporting unit below its carrying amount ASU 2010-28 became effective for the Company on January

2011

ASU No 2011-02 Receivables Topic 310 Creditors Determination of Whether Restructuring Is

Troubled Debt Restructuring ASU 2011-02 clarifies which loan modifications constitute troubled debt

restructurings and is intended to assist creditors in determining whether modification of the terms of

receivable meets the criteria to be considered troubled debt restructuring both for purposes of recording an
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impairment loss and for disclosure of troubled debt restructurings In evaluating whether restructuring

constitutes troubled debt restructuring creditor must separately conclude under the guidance clarified by

ASU 2011-02 that both of the following exist the restructuring constitutes concession and ii the debtor

is experiencing financial difficulties ASU 2011-02 will be effective for the Company on July 2011 and applies

retrospectively to restructurings occurring on or after January 2011

ASU No 2011-03 Transfers and Servicing Topic 860 Reconsideration of Effective Con trolfor Repurchase

Agreements ASU 2011-03 is intended to improve financial reporting of repurchase agreements and other

agreements that both entitle and obligate transferor to repurchase or redeem financial assets before their

maturity ASU 2011-03 removes from the assessment of effective control the criterion requiring the

transferor to have the ability to repurchase or redeem the financial assets on substantially the agreed terms

even in the event of default by the transferee and ii the collateral maintenance guidance related to that

criterion ASU 2011-03 will be effective for the Company on January 2012

ASU 2011-04 Fair Value Measurement Topic 820 Amendments to Achieve Common Fair Value

Measurements and Disclosure Requirements in U.S GAAP and IFRSs ASU 2011-04 amends Topic 820 Fair

Value Measurements and Disclosures to converge the fair value measurement guidance in GAAP and

International Financial Reporting Standards ASU 2011-04 clarifies the application of existing fair value

measurement requirements changes certain principles in Topic 820 and requires additional fair value

disclosures ASU 2011-04 is effective for annual periods beginning after December 15 2011

ASU 2011-05 Comprehensive Income Topic 220 Presentation of Comprehensive Income ASU 2011-05

amends Topic 220 Comprehensive Income to require that all nonowner changes in stockholders equity be

presented in either single continuous statement of comprehensive income or in two separate but

consecutive statements Additionally ASU 2011-05 requires entities to present on the face of the financial

statements reclassification adjustments for items that are reclassified from other comprehensive income to

net income in the statement or statements where the components of net income and the components of other

comprehensive income are presented The option to present components of other comprehensive income as

part of the statement of changes in stockholders equity was eliminated ASU 2011-05 is effective for annual

periods beginning after December 15 2011

ASU No 2010-20 Receivables Topic 310 Disclosures about the Credit Quality of Financing Receivables

and the Allowance for Credit Losses ASU 2010-20 requires entities to provide disclosures designed to facilitate

financial statement users evaluation of the nature of credit risk inherent in the entitys portfolio of financing

receivables ii how that risk is analyzed and assessed in arriving at the allowance for credit losses and iii the

changes and reasons for those changes in the allowance for credit losses Disclosures must be disaggregated by

portfolio segment the level at which an entity develops and documents systematic method for determining

its allowance for credit losses and class of financing receivable which is generally disaggregation of portfolio

segment The required disclosures include among other things rollforward of the allowance for credit losses

as well as information about modified impaired non-accrual and past due loans and credit quality indicators

ASU 2010-20 became effective for the Companys financial statements as of December 31 2010 as it relates to

disclosures required as of the end of reporting period Disclosures that relate to activity during reporting

period became effective for the Companys financial statements beginning on January 2011 ASU 2011-01

Receivables Topic 310 Deferral of the Effective Date of Disclosures about Troubled Debt Restructurings in

Update No 2010-20 temporarily deferred the effective date for disclosures related to troubled debt

restructurings to coincide with the effective date of the then proposed ASU 2011-02 Receivables Topic 310

Creditors Determination of Whether Restructuring Is Troubled Debt Restructuring which is further

discussed below

ASU No 2010-28 Intangibles Goodwill and Other Topic 350 When to Perform Step of the Goodwill

Impairment Test for Reporting Units with Zero or Negative Carrying Amounts ASU 2010-28 modifies Step of
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the goodwill impairment test for reporting units with zero or negative carrying amounts For those reporting

units an entity is required to perform Step of the goodwill impairment test if it is more likely than not that

goodwill impairment exists In determining

The accounting policies adopted by management are consistent with authoritative U.S generally accepted

accounting principles and are consistent with those followed by peer bank holding companies and banks
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Financial Highlights

Five years ended December 31 2011

2011 2010 2009 2008 2007

dollars in thousands except per share amounts

Deposits 203195 189641 193251 165739 169052

Investments including stock 10683 13698 15492 16628 20961

Loans net of the allowance for loan losses 188876 207296 203900 214680 220426

Stockholders equity before accumulated other

comprehensive income 25560 27805 29581 29087 28773

Assets 253158 245792 255467 251894 261808

Net income 1987 374 1900 2163 3899

Return on average assets -0.80% -0.15% 0.75% 0.85% 1.55%

Return on average equity -7.41% -1.31% 6.61% 7.59% 14.74%

Earnings per share 2.55 0.48 2.42 2.77 4.96

Dividends per share 0.33 1.80 1.79 1.75 1.67

Book value per share before accumulated

other comprehensive income 32.79 35.67 37.95 37.31 36.63

Number of shares outstanding 779512 779512 779512 779512 785512
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CONSOLIDATED BALANCE SHEETS

ASSETS DECEMBER 31

2011 2010

Cash and due from banks 27613717 10378485

Federal funds sold 9018000 1.016000

Cash and cash equivalents 36631717 11394485

Securities available for sale 9076990 8035780

Securities held to maturity fair value of $4370

and 83554315 4303 3510533

Federal Home Loan Bank and CBB Financial Corp stock at cost 1601400 2151600

Loans less allowance for loan losses of $4295541

and 85656788 188876206 207295877

Premises and equipment 6186844 6389781

Goodwill and intangible assets 547932 603988

Accrued interest receivable 1087971 1360708

Deferred income taxes 1678922 2367847

Foreclosed real estate 4122400 1201600

Other assets 3343543 1.480216

253.158.228 245.792.415

LIABILITIES AND STOCKHOLDERS EQUITY

2011 2010

Deposits

Noninterest bearing checking 42207291 35219753

Savings and NOW 50736832 45538267

Money market 13095200 10778134

Other time 97.155.945 98.104.576

203195268 189640730

Securities sold under repurchase agreements 2916900 2754321

Federal Home Loan Bank advances 20000000 24000000

Accrued interest payable 345359 414758

Other liabilities 1.886780 1.590.442

228344.307 218.400.251

Stockholders equity

Common stock par value $10 per share authorized 1000000

shares issued and outstanding 779512 shares 7795120 7795120

Additional paid-in capital 2920866 2920866

Retained earnings 14844222 17088742

Accumulated other comprehensive income

Unrealized gain on securities available for sale 13707 11474

Unfunded liability for defined benefit plan 759.994 424.03

24.813921 27.392.164

253.158.228 $245.792.415

The accompanying notes are an integral part of these consolidatedfinancial
statements
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CONSOLIDATED STATEMENTS OF INCOME
YEARS ENDED DECEMBER 31

2011 2010

Interest and dividend revenue

Loans including fees 11591338 12505705

U.S government agency securities 104758 297851
Federal funds sold 6404 2433
Other 16.160 7.937

Total interest and dividend revenue 11718660 12.813.926

Interest expense

Deposits 2478234 2920951
Borrowed funds 702772 856112

Total interest expense 3181006 3777063

Net interest income 8537654 9036863

Provision for loan losses 6550000 4910.000

Net interest income after provision for loan losses 1987654 4.126.863

Noninterest revenue

Service charges on deposit accounts 897996 856871

Insurance commissions 1233112 1182957
Loss on sale of foreclosed real estate 42827 53515
Other noninterest revenue 367887 318749

Total noninterest revenue 2456168 2305.062

Noninterest expense

Salaries 2979382 3004709

Employee benefits 998156 948028

Occupancy 500849 515091
Furniture and equipment 330404 345097
Data processing and correspondent fees 664598 681718
Foreclosed real estate expense 563128 135192
Other operating 1.582236 1543.8 15

Total noninterest expense 7.618753 7173.650

Loss before income tax benefits 3174931 741725

Income tax benefit 1187.650 368190

Net loss 1.98728fl 373535

Loss per common share basic and diluted 255 0.48

The accompanying notes are an integral part of these consolidatedfinancial statements
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Statements of Comprehensive Income

YEARS ENDED DECEMBER 31

2011 2010

Net income loss 1987281 373535

Other comprehensive income

Unrealized gain/loss on securities available for sale 3687 11990

Change in underfunded status of defined benefit plan 554.795 447446

551108 459436

Income Tax relating to items above 217.385 180363

Other comprehensive income 333723 279073

Total comprehensive income 2.321.004 94.462

The accompanying notes are an integral part of these consolidated financial statements

CONSOLIDATED STATEMENTS OF CHANGES IN STOCKHOLDERS EQUITY

YEARS ENDED DECEMBER 31 2011 and 2010

Accumulated

Additional other Total

Common stock paid-in Retained comprehensive stockholders

Shares Par value capital earnings
income equity

Balance December 31 2009 779512 $7795120 $2920866 18865399 691637 28889748

Net loss 373535 373535

Change in underfunded status

of defined benefit plan net of

income taxes of$176261 271185 271185

Unrealized gain on investment

securities available for sale net

of income taxes of $4102 7888 7888

Cash dividend $1.80 per
share 1.403.122 1.403.122

Balance December 31 20010 779512 7795120 2920866 17088742 412564 27392164

Net loss 1987281 1987281

Change in underfunded status

of defined benefit plan net of

income taxes of $218839 335956 335956

Unrealized gain on investment

securities available for sale net

of income taxes of$l454 2233 2233

Cash dividend $33
per

share 257.239 257.239

Balance December 31 2011 77912 82920866 814844222 24813921

The accompanying notes are an integral part of these consolidatedfinancial statements
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CONSOLIDATED STATEMENTS OF CASH FLOWS

YEARS ENDED DECEMBER 31

2011 2010

Cash flows from operating activities

Interest received 12045938 $12949311

Fees and commissions received 2463995 2358577

Interest paid 3340180 3801715

Cash paid to suppliers and employees 8904491 6210301

Income taxes paid 2093677 978679

4358939 4317193

Cash flows from investing activities

Proceeds from maturities and calls of investment securities

Held to maturity 3500946 6551030

Available for sale 6000000 1000000

Purchase of investment securities

Available for sale 7079054 6022073

Redemption of Federal Home Loan Bank stock 550200 249600

Loans made net of principal collected 7109360 8722941
Purchase of premises equipment and software 142495 235041

Proceeds from sale of foreclosed real estate 1479459 428485

11418416 6750940

Cash flows from financing activities

Net increase decrease in

Time deposits 948631 3535326

Other deposits 14503168 7145504

Securities sold under repurchase agreements and

federal funds purchased 162579 163018

Federal Home Loan Bank advances net of repayments 4000000 4000000

Dividends paid 257239 1.403.122

9.459.877 9176318

Net increase decrease in cash and cash equivalents 25237232 11610065

Cash and cash equivalents at beginning of year 11394485 23.004550

Cash and cash equivalents at end of year 36631717 11.394485
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CONSOLIDATED STATEMENTS OF CASH FLOWS Continued

YEARS ENDED DECEMBER 31

2011 2010

Reconciliation of net loss to net cash provided by

operating activities

Net loss 1987281 373535

Adjustments to reconcile net loss to net cash provided by

operating activities

Amortization of premiums and accretion of discounts 46816 27796

Provision for loan losses 6550000 4910000

Depreciation and software amortization 340722 354426

Amortization of intangible assets 56056 67672

Write-down of foreclosed real estate 309500 50000

Gain on sale of foreclosed real estate 42827 53515

Deferred income taxes 906027 1185153
Decrease increase in

Accrued interest receivable 272737 89447

Prepaid income taxes 161716

Other assets 1858617 508829

Increase decrease in

Deferred origination fees and costs net 7725 18142

Accrued interest payable 159174 24652

Other liabilities 168399 17578
4.5X.939 4.317193

Non cash transactions

Transfer of foreclosed real estate 4752.6 398.600

The accompanying notes are an integral part of these consolidated financial statements
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Summary of Significant Accounting Policies

The accounting and reporting policies reflected in the accompanying financial statements of

Peoples Bancorp Inc and its subsidiaries The Peoples Bank Maryland commercial bank the Bank
and Fleetwood Athey MacBeth McCown Inc an insurance agency the insurance Subsidiary

conform to accounting principles generally accepted in the United States of America GAAP and to

general practices within the banking industry As used in these notes unless the context requires

otherwise the term the Company refers collectively to Peoples Bancorp Inc the Bank and the

Insurance Subsidiary

Principles of consolidation

The consolidated financial statements include the accounts of the Peoples Bancorp Inc the Bank

and the Insurance Subsidiary The Bank has one subsidiary PB Land Trust which is Maryland statutory

trust that was formed to acquire hold and dispose of real estate that the Bank acquires by deed in lieu of

foreclosure or through foreclosure the Land Trust The accounts of the Land Trust are included in the

Banks accounts Intercompany balances and transactions have been eliminated

Nature of business

Peoples Bancorp Inc and its subsidiaries operate primarily in Kent and Queen Annes Counties

Maryland The Bank which operates out of main office and six branches offers deposit services and

loans to individuals small businesses associations and government entities Other services include direct

deposit of payroll and social security checks automatic drafts from accounts automated teller machine

services cash management services safe deposit boxes money orders travelers cheques and on-line

banking with bill payment service

The Insurance Subsidiary operates from one location in Kent County and one in Cecil County They

provide full range of insurance products to businesses and consumers Product lines include property

casualty life marine long-term care and health insurance

Use of estimates

The preparation of financial statements in conformity with GAAP requires management to make
estimates and assumptions that affect the reported amounts of assets and liabilities and disclosure of

contingent assets and liabilities at the date of the financial statements These estimates and assumptions

may affect the reported amounts of revenue and expenses during the reporting period Actual results

could differ from these estimates

Cash and cash equivalents

For purposes of reporting cash flows cash and cash equivalents include cash on hand amounts

due from banks and federal funds sold Generally federal funds are purchased and sold for one-day

periods

Investment securities

As securities are purchased management determines if the securities should be classified as held

to maturity or available for sale Securities which management has the intent and ability to hold to

maturity are classified as held to maturity and recorded at amortized cost which is cost adjusted for

amortization of premiums and accretion of discounts to maturity or over the expected life in the case of

mortgage-backed securities Amortization and accretion are recorded using the interest method
Securities which may be sold before maturity are classified as available for sale and carried at fair value

with unrealized gains and losses excluded from earnings and reported in other comprehensive income

Gains and losses on the sale of securities are determined using the specific identification method

29



PEOPLES BANCORPTNC AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Summary of Significant Accounting Policies Continued

Federal Home Loan Bank stock and CBB Financial Corp

Federal Home Loan Bank stock and CBB Financial Corp stock are carried at cost which

approximates fair value Both stocks are restricted as to their ability to resale and trade in limited

market As member of the Federal Home Loan Bank the Bank is required to purchase stock based on its

total assets Additional stock is purchased and redeemed based on the outstanding Federal Home Loan

Bank advances to the Bank

Loans and allowance for loan losses

Loans are stated at their outstanding unpaid principal balance adjusted for deferred origination

-- IIl i-
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Interest on loans is accrued based on the principal amounts outstanding Loan origination fees

net of certain direct origination costs are deferred and recognized as an adjustment of the related loan

yield using the interest method The accrual of interest is discontinued when it is not reasonable to expect

collection of interest under the original terms As result of managements ongoing review of the loan

portfolio loans are classified as nonaccrual when it is not reasonable to expect collection of interest under

the original terms These loans are classified as nonaccrual even though the presence of collateral or the

borrowers financial strength may be sufficient to provide for ultimate repayment Interest on nonaccrual

loans is recognized only when received loan is generally placed in nonaccrual status when it is

specifically determined to be impaired or it becomes 90 days or more past due When loan is placed in

nonaccrual status all interest that had been accrued on the loan but remains unpaid is reversed and

deducted from earnings as reduction of reported interest income No additional interest is accrued on

the loan balance until the collection of both principal and interest becomes reasonably certain

The allowance for loan losses is established as losses are estimated to have occurred through

provision for loan losses charged to earnings Loan losses are charged against the allowance when

management believes loan is uncollectible Subsequent recoveries if any are credited to the allowance

The allowance for loan losses is evaluated on regular basis by management and is based upon

managements periodic review of the collectibility of the loans in light of historical experience the nature

and volume of the loan portfolio adverse situations that may affect the borrowers ability to repay

estimated value of any underlying collateral and prevailing economic conditions This evaluation is

inherently subjective as it requires estimates that are susceptible to significant revision as more

information becomes available

loan is considered impaired when based on current information and events management

believes that the Company will be unable to collect the scheduled payments of principal or interest when

due according to the contractual terms of the loan agreement Impairment is measured on loan by loan

basis Loans may be placed on non-accrual status regardless of whether or not such loans are considered

past due The accrual of interest is discontinued when principal or interest is ninety days past due or when

the loan is determined to be impaired unless collateral is sufficient to discharge the debt in full and the

loan is in process of collection When loan is placed in nonaccruing status any interest previously

accrued but unpaid is reversed from interest revenue Interest payments received on nonaccrual loans

are generally recorded as reduction of principal but may be recorded as cash basis income depending on

managements judgment on the loan by loan basis loan will be returned to accrual status when all of

the principal and interest amounts contractually due are brought current and management believes that

future principal and interest amounts contractually due are reasonably assured which belief is typically

evidenced by sustained period at least six months of repayment performance by the borrower
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As general rule loan or portion thereof is deemed uncollectable and is charged-off as and

when required by bank regulatory guidelines which provide that the loan or portion thereof should be

charged-off when the Company becomes aware of the loss The Company becomes aware of loss upon
the occurrence of one or more triggering events including among other things the receipt of new
information about the borrowers intent and/or ability to repay the loan the severity of delinquency the

borrowers bankruptcy the detection of fraud or the borrowers death

Premises and equipment

Premises and equipment are recorded at cost less accumulated depreciation Depreciation is

computed using the straight-line method over estimated useful lives of three to ten years for furniture and

equipment ten to forty years for premises and three years for software

Foreclosed real estate

Real estate acquired through foreclosure is recorded at the lower of cost or fair value on the date

acquired In general cost equals the Companys investment in the property at the time of foreclosure

Losses incurred at the time of acquisition of the property are charged to the allowance for loan losses

Subsequent reductions in the estimated value of the property are included in other operating expense

Goodwill and intangible assets

In 2007 the Company acquired the Insurance Subsidiary and recorded goodwill of $273000 and

other intangible assets of approximately $550000

Goodwill represents the excess of the cost of an acquisition over the fair value of the net assets

acquired Other intangible assets represent purchased assets that lack physical substance but can be

distinguished from goodwill because of contractual or other legal rights or because the asset is capable of

being sold or exchanged either on its own or in combination with related contract asset or liability

Goodwill is not ratably amortized into the income statement over an estimated life but rather is tested at

least annually for impairment Intangible assets that have finite lives are amortized over their estimated

useful lives and are also subject to impairment testing The Companys intangible assets have finite lives

and are amortized on straight-line basis over periods not exceeding 10 years

Income taxes

The provision for income taxes includes taxes payable for the current year and deferred income

taxes Deferred income taxes are provided for the temporary differences between financial and taxable

income

The Company recognizes deferred tax assets and liabilities for the expected future tax

consequences of events that have been included in the financial statements or tax returns Deferred tax

assets and liabilities are determined based on the difference between the financial statement and tax

bases of assets and liabilities using enacted tax rates in effect for the year in which the differences are

expected to reverse

Per share data

Basic earningsloss per share is calculated by dividing net incomeIoss available to common
stockholders by the weighted-average number of common shares outstanding and does not include the

effect of any potentially dilutive common stock equivalents Diluted earningsloss per share is calculated

by dividing net incomeloss by the weighted-average number of shares outstanding adjusted for the

dilutive effect of stock-based awards There is no dilutive effect on the loss per share during loss periods
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The weighted average number of shares outstanding were 779512 for 2011 and 2010 There were no

dilutive common stock equivalents outstanding in 2011 or 2010

Subsequent Events

The Company has evaluated events and transactions occurring subsequent to the balance sheet

issuance date of December 31 2011 through March 23 2012 for items that should potentially be

recognized or disclosed in these financial statements No significant subsequent events were identified

that would affect the presentation of the financial statements

O3II OIIU IJUC UI .1111 IJUIIflJ

The Bank normally carries balances with other banks that exceed the federally insured limit The

average balances carried in excess of the limit including unsecured federal funds sold to the same banks

were $3368540 for 2011 and $1338038 for 2010

Banks are required to carry noninterest-bearing cash reserves at specified percentages of deposit

balances The Banks normal amount of cash on hand and on deposit with other banks is sufficient to

satisfy the reserve requirements

Investment Securities

Investment securities are summarized as follows

Amortized Unrealized Unrealized Fair

December 31 2011 cost gains losses value

Available for sale

government agency 9054353 22637 9076990

Held to maturity

Mortgage-backed securities 4303 67 4370

December 31 2010

Available for sale

govemmentagency 8016831 18949 8035780

Held to maturity

government agency 3505278 43757 3549035

Mortgage-backed securities 5255 25 5280

3510533 43782 3554315

Contractual maturities and the amount of pledged securities are shown below Actual maturities may

differ from contractual maturities because issuers may have the right to call or prepay obligations with or

without call or prepayment penalties Mortgage Backed securities are paid monthly
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Available for sale Held to maturity

Amortized Fair Amortized Fair

December 31 2011 cost value cost value

Maturing

Within one year 4011267 4017270
Over one to five years 5043086 5059720

Mortgage-backed securities 4303 4370

9054353 9076990 4303 4370

Pledged securities 2671734 2682359

December 31 2010

Maturing

Withinoneyear 6002966 6018760 3505278 3549035
Over one to five years 2013865 2017020

Mortgage-backed securities 5255 5280

8016831 8035780 3510533 3554315

Pledged securities 633593 637127 2530378 2562778

Investments are pledged to secure the deposits of federal and local governments and as collateral for

repurchase agreements Mortgage backed securities are paid monthly

As of December 31 2011 there were no securities in an unrealized loss position

There were no sales of securities in 2011 or 2010

Loans and Allowance for Loan Losses

Major classifications of loans as of December 31 are as follows

2011 2010

Real estate

Residential 72620650 75206074

Commercial 64164400 65357188

Other 19773892 24259947

Construction 7919498 13403765

Commercial 23714668 29052413

Consumer 4901916 5588830

193095024 212868217
Deferred costs net of deferred fees 76723 84448

Allowance for loan losses 4295541 5656788

188876206 207295877
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Loans and Allowance for Loan Losses Continued

Loan Origination/Risk Management

The Company has certain lending policies and procedures in place that are designed to maximize loan

income within an acceptable level of risk Management reviews and approves these policies and procedures

on regular basis reporting system supplements the review process by providing management with

frequent reports related to loan production loan quality loan delinquencies and non-performing and

potential problem loans

Real Estate Loans

Real estate loans are segregated into the following categories Residential Commercial Construction

and Land Development and Other Loans

Residential real estate loans are underwritten based on managements determination of the

borrowers ability and willingness to repay and loan-to-value ratio of offered collateral of not more than

80% of the appraised value of the collateral

Commercial real estate loans are subject to underwriting standards and processes similar to

commercial and industrial loans in addition to those of real estate loans These loans are assessed primarily

based on cash flow and secondarily on the underlying real estate collateral Commercial real estate lending

typically involves higher loan principal amounts and the repayment of these loans is generally largely

dependent on the successful operation of the property securing the loan or the business conducted on the

property securing the loan Commercial real estate loans may be more adversely affected by conditions in

the real estate markets or in the general economy Management monitors and evaluates commercial real

estate loans based on collateral and cash flow With respect to loans to developers and builders that are

secured by non-owner occupied properties that the Company may originate from time to time the

Company generally requires the borrower to have had an existing relationship with the Company and have

proven record of success

Construction including land development loans are underwritten based on financial analyses of the

developers and property owners and estimates of costs and value associated with the complete project

These estimates may be inaccurate Construction loans often involve the disbursement of substantial funds

with repayment substantially dependent on the success of the ultimate project Sources of repayment for

these types of loans may be pre-committed permanent loans from approved long-term lenders sales of

developed property or an interim loan commitment from the Company until permanent financing is

obtained These loans are monitored by on-site inspections and are considered to have higher risks than

other real estate loans due to their ultimate repayment being sensitive to interest rate changes

governmental regulation of real property general economic conditions and the availability of long-term

financing

Commercial Loans

Commercial loans are underwritten after evaluating and understanding the borrowers ability to

operate profitably and to prudently expand its business The Companys management examines current and

projected cash flows to determine the ability of the borrower to repay its obligations as agreed Commercial

loans are primarily made based on the identified cash flows of the borrower and secondarily on the

underlying collateral provided by the borrower The cash flows of borrowers however may not be as

expected and the collateral securing these loans may fluctuate in value Most commercial loans are secured

by the assets being financed or other business assets such as accounts receivable or inventory and may

incorporate personal guarantee however some short-term loans may be made on an unsecured basis
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Consumer Loans

The Company originates consumer loans To monitor and manage consumer loan risk underwriting

policies and procedures are developed and modified as needed The Company believes that its monitoring

activity coupled with relatively small loan amounts that are spread across many individual borrowers

minimizes risk

The Company obtains an independent loan review from third party vendor that reviews and

evaluates the credit risk program on periodic basis Results of these reviews are presented to

management The loan review process complements and reinforces the risk identification and assessment

decisions made by lenders and credit personnel as well as the Companys policies and procedures Most of

the Companys lending activity occurs in Kent County Northern Queen Annes County and Southern Cecil

County in Maryland

The rate repricing and maturity distribution of the loan portfolio at December 31 is as

follows

2011 2010

Within ninety days 75837962 41653284

Over ninety days to one year 49933835 96362940

Over one year to five years 66925514 74464702
Over five years 397713 387291

193095024 212868217

Variable rate loans included in above 47509265 51208677

35



PEOPLES BANOPTNC AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Loans and Allowance for Loan Losses Continued

The following table illustrates total impaired loans segmented by those with and without related allowance

as of December 31 2011 and 2010

Total Impaired Loans Segmented by With and Without Related Allowance Recorded

December 31 2011

Residential real estate

Commercial real estate

Other real estate

Construction and land development

Commercial loans

Consumer loans

Total impaired loans

57 8948499

4719429

1028000

1240732

149751

10051705

5981990

1031466

1694300

150420

413370

171809

74254

39271

3930

9134132

5428482

1014270

1530613

149751

Description of Loans

Number

of Recorded

loans Investment

Unpaid Interest Average

Contractual Related Income Recorded

Balance Allowance Recognized Investment

With Related Allowance recorded

Residential real estate 18 3032410 3407124 632496 104883 2649640

Commercial reai estate 3177730 3614975 444903 102048 3497395

Other real estate

Construction and land development 452549 670371 154782 9604 581392

Commercial loans 149751 150420 31671 3930 149751

Consumer loans

Total impaired loans 25 6.812.440 7.842.890 1.263.852 220.465 6.878.178

With No Related Allowance recorded

Residential real estate 39 5916089 6644581 308487 6484492

Commercial real estate 1541699 2367015 69761 1931087

Other real estate 1028000 1031466 74254 1014270

Construction and land development 788183 1023929 29667 949221

Commercial loans

Consumer loans

Total impaired loans 55 9.273.971 11.066.991 482.169 10.379.070

TOTAl

632496

444903

154782

31671

80 16.086.411 18.909.881 1.263.852 702.634 17.257.248
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Residential real estate

Commercial real estate

Other real estate

Construction and land development

Commercial loans

Consumer loans

Total impaired loans

Total Impaired Loans Segmented by With and Without Related Allowance Recorded

December 31 2010

2172811

3111749

Interest

Related Income

Allowance Recognized

Average

Recorded

Investment

Number

of Recorded Contractual

Description of Loans loans Investment Balance

Unpaid

With Related Allowance recorded

Residential real estate 1092458 1092458 217644 16091 1109176
Commercial real estate 1670505 1670505 535044 72645 1589338

Otherrealestate

Construction and land development 5169481 5169481 2494682 239506 4726734

Commercial loans 160283 160283 46126 1511 138065

Consumer loans

Total impaired loans 19 8092.727 8.092.727 3.293.496 329.753 7.563.313

With No Related Allowance recorded

Residential real estate 10 1080353 1080353 33360 1105548
Commercial real estate 1441244 1441244 24395 2032234
Otherrealestate

Construction and land development 625967 625967 3552 617399

Commercial loans 385221 385221 385221

Consumer loans

Total impaired loans 3.532.785 3.532.785 61.307 4.140.402

TOTAL

17

12

2172811

3111749

217644 49451 2214724

535044 97040 3621572

5795448 5795448 2494682 243058 5344133

545504 545504 46126 1511 523286

11625512 11.625.512 3.293.496 391.060 11.703.715

37



PEOPLES BANCORPTNC AND SUBSIDIARIES

--
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Loans and Allowance for Loan Losses Continued

The following table represents the allowance for loan losses and loan balances that are individually

evaluated for impairment and loan balances collectively evaluated for inherent impairment

Allowance for Loan Losses and Loan Balances that are Individually and Collectively Evaluated for Inherent Impairment

December 31 2011

Construction

Residential Commercial and land Other

Unallocated Commercial Real Estate Real Estate Development Real Estate Consumer Overdraft Total

Allowance for loan losses

Beginning balance 137047 676113 806728 1124851 2780148 2122 126751 3028 5656788

Charge-offs 669862 1780502 2786202 2743903 17330 2520 8000319

Recoveries 6498 31414 6051 16100 27825 1184 89072

Provision 114616 330213 2410307 3264129 724686 7633 71707 645 6550000

Ending balance 22431 342962 1467947 1608829 777031 9755 65539 1047 4295541

Ending balance allocated to

Loans individually

evaluated for impairment 31671 632496 444903 154782 $1263852

Loans collectively

evaluated for impairment 22431 311291 835451 1163926 622249 9755 65539 1047 3031689

22431 342962 $1467947 $1608829 777031 9755 65539 1047 $4295541

Allowance for Loan Losses and Loan Balances that are Individually and Collectively Evaluated for Inherent Impairment

December 31 2010

Construction

Residential Commercial and land Other

Unallocated Commercial Real Estate Real Estate Development Real Estate Consumer Overdraft Total

Allowance for loan losses

Beginning balance 140751 728049 920132 643430 164539 2782 245137 544 $2845364

Charge-offs 166779 888040 951603 7040 101162 3629 2118253

Recoveries 2660 374 15113 1530 19677

Provision 3704 112183 774262 1433024 2622649 660 32337 4583 4910000

Ending balance 137047 676113 806728 1124851 2780148 2122 126751 3028 $5656788

Ending balance allocated to

Loans individually

evaluated for impairment 46126 217644 535044 2494682 3293496

Loans collectively

evaluated for impairment 137047 629987 589084 589807 285466 2122 126751 3028 2363292

137047 676113 806728 1124851 2780148 2122 126751 3028 $5656788
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As part of the on-going monitoring of the quality of the Banks loan portfolio management tracks certain

credit quality indicators The Bank risk rates all loans Loans are risk rated based on the scale below

Grade through 4These grades include pass grade loans to borrowers of acceptable credit quality

and risk

Grade 5This grade includes loans that are on managements watch list and is intended to be utilized

on temporary basis for pass grade borrowers where significant risk-modifying action is anticipated in

the near future

Grade This grade is for Other Assets Especially Mentioned or Special Mention in accordance with

regulatory guidelines This grade is intended to be temporary and includes loans to borrowers whose

credit quality has clearly deteriorated and are at risk of further decline unless active measures are taken

to correct the situation This grade may include loans not fully secured where specific valuation

allowance may be necessary

Grade through This grade includes Substandard loans in accordance with regulatory guidelines

for which accrual of interest may have stopped This grade includes loans where loans are past due or

not fully secured where specific valuation allowance may be necessary

The following table illustrates classified loans by class Classified loans included loans in Risk Grades

and through

December 31 2011 Pass Pass Watch Special Mention Substandard Total

commercial 22175382 675334 893326 $23744042
Residential real estate 62132321 4435904 65025 6013960 72647210
commercial real estate 56702832 3310503 4151670 64165005
construction and land development 6880548 1040411 7919498
Other real estate 17778047 1951473 43655 19773175

consumer 4875006 36453 9897 4901916

$170544136 $8458194 $2016498 $12152919 $193095024

December 31 2010 Pass Pass Watch Special Mention Substandard Total

commercial 26179149 159817 39722 2673725 29052413
Residential real estate 68782787 1975178 4448109 75206074
commercial real estate 55433530 3255868 1833303 4834487 65357188
Construction and land development 3090584 301009 10012172 13403765
Other real estate 24216301 43646 24259947
Consumer 5566718 11695 10417 5588830

$183269069 $5703567 $1873025 $22022556 $212868217
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The following table analyzes the age of past due loans including both accruing and nonaccruing loans

segregated by class of loans as of the years ended December 31 2011 and 2010

Greater than 90

30-59 Days 60-89 Days Days and Total Total Loans 90 Days

December 31 2011 Past Due Past Due Nonaccruing Past Due Current Loans and Accruing

Residential real estate 2435288 942334 3730214 7107836 65512814 72620650 107206

Commercil real estate 1.839.733 212058 5.128.702 7.180493 56.983906 64164399

Other real estate 122533 122533 19651359 19773892

Construction and land development 20093 662139 682232 7237267 7919499

Commercial loans 208884 28003 13377 250264 23464404 23714668

Consumer loans 59857 49321 38204 147382 4754534 4901916

Total 4686388 1231716 9572636 15490740 177604284 193095024 107206

Greater than 90

30-59 Days 60-89 Days Days and Total Total Loans 90 Days

December 31 2010 Past Due Past Due Nonaccruing Past Due Current Loans and Accruing

Residential real estate 1452435 1258246 4506064 7216745 67989329 75206074 2008168

Commercial real estate 980023 467285 3216515 4663823 60693365 65357188 2120564

Other real estate 1130824 1130824 23129123 24259947 1130824

Construction and land development 2180150 2180150 11223615 13403765 1022686

Commercial loans 54262 28545 594022 676829 28375584 29052413 19838

Consumer loans 122969 25878 66563 215410 5373420 5588830 66563

Total 2609689 1779954 11694138 16083781 196784436 212868217 6368643

Loans on which the accrual of interest has been discontinued or reduced and the interest that would

have been accrued at December 31 are as follows

2011 2010

Residential real estate 3623008 $2497896

Commercial real estate 5128702 1095951

Other real estate

Construction and land development 662139 1157464

Commercial loans 13377 574184

Consumer loans 38204

Total 9465430 $5325495

Interest not accrued on nonaccrual loans 621287 $644566
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loan will be returned to accrual status when all of the principal and interest amounts contractually

due are brought current and management believes that future principal and interest amounts

contractually due are reasonably assured which belief is typically evidenced by sustained period at

least six months of repayment performance by the borrower

The modification of terms on loan restructuring is considered troubled debt restructuring if it is

done to accommodate borrower who is experiencing financial difficulties The lender may forgive

principal lower the interest rate or payment amount or may modify the payment due dates or maturity

date of the loan for troubled borrower The Companys troubled debt restructurings at December 31
2011 are set forth in the following table

December 31 2011

Troubled Debt restructurings

Residential real estate

Commercial real estate

Other real estate

Construction and land

Commercial loans

Consumer loans

December 31 2010

Troubled Debt restructurings

Residential real estate

Commercial real estate

Other real estate

Construction and land

Commercial loans

Consumer loans

Past due

Number 30 days or more

Contracts Or non-accruing

2011

493545

6910187

10942715

1381015

19727462

2685138

2010

468621

6727480

10964947

2240747

20401795

3761110

Paying as agreed

Number Contract under

Contracts balance modified terms

41 5987534 4090470 17 1897065
28 6857017 2230550 17 4626466

1028000 1028000

189184 189184

199742 199742

76 14261477 7548762 35 6712715

Paying as agreed Past due

Number Contract under Number 30 days or more

Contracts balance modified terms Contracts Or non-accruing

37 6970359 3603477 14 3366882
29 8499471 7863026 636445

1134751 67500 1067251

33 $16604581 11534003 21 5070578

Outstanding loan commitments unused lines of credit and letters of credit as of December 31 are as

follows

Check loan lines of credit

Mortgage lines of credit and loan commitments

Other lines of credit and commitments

Undisbursed construction loan commitments

Standby letters of credit
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Loans and Allowance for Loan Losses Continued

Loan commitments and lines of credit are agreements to lend to customer as long as there is no

violation of any condition to the contract Loan commitments generally have interest rates fixed at

current market rates fixed expiration dates and may require payment of fee Lines of credit generally

have variable interest rates Such lines do not represent future cash requirements because it is unlikely

that all customers will draw upon their lines in full at any time

Letters of credit are commitments issued to guarantee the performance of customer to third

party

Loan commitments lines of credit and letters of credit are made on the same terms including

collateral as outstanding loans The Banks exposure to credit loss in the event of nonperformance by

the borrower is represented by the contract amount of the commitment Management is not aware of

any fact that could cause the Bank to incur an accounting loss as result of funding these commitments

The Company lends to customers located primarily in and near Kent County Queen Annes

County and Cecil County Maryland Although the loan portfolio is diversified its performance will be

influenced by the economy of the region

Premises and Equipment

summary of premises and equipment and related depreciation expense as of December 31

is as follows

2011 2010

Land 2432279 2432279

Premises 5151031 5054037

Furniture and equipment 3087624 3067445

10670934 10553761

Accumulated depreciation 4484091 4163980

Net premises and equipment 6186843 6389781

Depreciation expense 327794 344882

Computer software included in other assets and the related amortization are as follows

2011 2010

Cost 134967 110296

Accumulated amortization 96473 83545

Net computer software 38494 26751

Amortization expense
12928 9545

42



PEOPLES BAN6ORPTNC Ii SUBSIDIARIES

--

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Other Time Deposits

Maturities of other time deposits as of December 31 are as follows

2011 2010

Within one year 11721019 23900138

Over one to two years 23296101 7896616

Over two to three years 23270159 23404265

Over three to four years 18091632 22925801

Over four to five years 20056835 19388381

Over five years 720199 589375

97155945 98104576

Included in other time deposits are certificates of deposit in amounts of $100000 or more of

$34905052 and $34917217 as of December 31 2011 and 2010 respectively

Securities Sold Under Repurchase Agreements

Securities sold under repurchase agreements represent borrowings from customers The

government agency securities that are the collateral for these agreements are owned by the Bank and

maintained in the custody of an unaffiliated bank Additional information is as follows

2011 2010

Maximum month-end amount outstanding 6993283 7956138

Average amount outstanding 2478167 2324268

Average rate paid during the year 1.53% 1.76%

Investment securities underlying agreements at year-end

Book value 2349657 2354950
Fair value 2357306 2339598

Intangibles and Goodwill

The Company recorded $550000 intangible asset and $272932 in goodwill in connection with

the Insurance Subsidiary acquisition in 2007 The intangible asset is fully amortizable straight-line over

10 years for financial statement purposes and 15 years for income tax purposes Goodwill is not

amortized but is annually evaluated for impairment

In addition the Insurance Subsidiary acquired local insurance agency in 2009 and recording

$25344 intangible asset that is fully amortizable over two years No goodwill was recorded in

connection with this transaction
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Intangibles and Goodwill Continued

Information relating to goodwill and intangible assets at December 31 2011 is as follows

Balance

Goodwill $272932

Intangible assets 575344

Accumulated amortization 300344

Goodwill and intangible assets net $547932

Amortization expense recognized in 2011 $56056

Estimated amortization expense

2012 $55000

2013 55000

2014 55000

2015 55000

2016 55000

Notes Payable and Lines of Credit

The Bank may borrow up to approximately $29000000 from the Federal Home Loan Bank the

FHLB through any combination of notes or line of credit advances Both the notes payable and the

line of credit are secured by floating lien on all of the Banks real estate mortgage loans As of

December 31 2011 the Bank had $9482946 of mortgage loans available to pledge as collateral to the

FHLB The Bank was required to purchase shares of capital stock in the FHLB as condition to obtaining

the line of credit

The Banks borrowings from the FHLB as of December 31 2011 and 2010 are summarized as follows

Maturity Interest 2011 2010

date rate Balance Balance

March 17 2011 2.12% 1000000

March 28 2011 2.00% 1000000

July 22 2011 1.48% 1000000

October 11 2011 1.32% 1000000

March 27 2012 2.43% 1000000 1000000

April 2012 1.26% 1000000 1000000

June 2012 2.19% 1000000 1000000

October 2012 1.94% 1000000 1000000

October 22 2012 1.53% 1000000 1000000

April 2013 1.93% 1000000 1000000

April 22 2013 1.85% 1000000 1000000

June 24 2013 1.60% 1000000 1000000

October 27 2014 2.55% 2000000 2000000

January 26 2017 4.36% 5000000 5000000

August 2017 4.34% 5000.000 5000000

20000000 24000000

The outstanding advances require interest payments monthly or quarterly with principal due at maturity
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Notes Payable and Lines of Credit Continued

In addition to the line from the FHLB the Bank has lines of credit of $6650000 in unsecured

overnight federal funds and $5000000 in secured overnight federal funds at December 31 2011 The

Bank has secured line of credit with the Federal Reserve Discount Window of approximately

$18000000 As of December 31 2011 the Bank had not borrowed under these federal funds lines of

credit or the Federal Reserve Discount Window

10 Income Taxes

The components of income tax expense benefit are as follows

2011 2010

Current

Federal 1727945 671320

State 355098 145643

2083043 816963

Deferred 895393 1185153

1187650 368190

The components of the deferred income tax expense benefit are as follows

Provision for loan losses and bad debts 1032355 983487

Prepaid pension costs 30718 24954

Depreciation and amortization 37017 4417
Discount accretion 3443 21835
Nonaccrual interest 9182 142741
Deferred compensation 28461 7072
Write-down of foreclosed real estate 103427 647

895393 1185153

The components of the net deferred income tax asset are as follows

Deferred income tax assets

Allowance for loan losses and bad debt reserve 893163 1937899

Deferred compensation 165446 193907

Pension liability 392166 142891

Nonaccrual interest 245067 254249

Foreclosed real estate valuation allowance 147064 43744

1842906 2572690

Deferred income tax liabilities

Depreciation and amortization 155055 193925

Discount accretion 3443

Unrealized gain on investment securities available for sale 8929 7475

163984 204843

Net deferred income tax asset 1678922 2367847

reconciliation of the provisions for income taxes from statutory federal rates to effective rates follows
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10 Income Taxes Continued

Tax at statutory federal income tax rate 34.0 34.0

Tax effect of

Tax-exempt income 2.0 9.0

State income taxes net of federal benefit 2.0 4.1

Other net 0.6 2.5

37.4 49.6

11 Profit Sharing Plan

The Company has profit sharing plan qualifying under section 401k of the lnternal Revenue Code

that covers all of the Companys employees with one year of service who have attained age 21 The

Company matches 15% of employee contributions to the Plan up to maximum of 2% of pay The

Company may make discretionary contributions to the Plan in amounts approved by its Board of Directors

Plan expenses included in employee benefits expense for 2011 and 2010 were $9114 and $9422

respectively

12 Pension

The Bank has defined benefit pension plan covering substantially all of the employees of the Bank

Benefits are based on years of service and the employees highest average rate of earnings for five

consecutive years during the final ten full years before retirement The Banks funding policy is to contribute

annually the maximum amount that can be deducted for income tax purposes determined using the

projected unit credit cost method

The following table sets forth the financial status of the plan at December 31

2011 2010

Change in plan assets

Fair value of plan assets at beginning of year 2627528 2618274

Actual return on plan assets 88045 86123

Employer contribution 145000 136351

Benefits paid
52991 213220

Fair value of plan assets at end of year
2807582 2627528

Change in benefit obligation

Projected benefit obligation at beginning of year 2989189 3364118

Service cost 170418 100334

Interest cost 185168 205566

Benefits paid 52991 213220

Actuarial loss gain 509846 467609

Projected benefit obligation at end of year
3801630 2989189

Funded status 994048 361661

Unamortized prior service cost 1382

Unrecognized net loss 1255157 702180

Prepaid pension expense included in other assets 261104 339137

Accumulated benefit obligation
2814987 2036621
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12 Pension Continued

Net pension expense includes the following components

2011 2010

Service cost 170418 100334

Interest cost 185168 205566

Expected return on assets 153729 150155
Amortization of prior service cost 1377 1377
Amortization of loss 22395 45246

Net pension expense 222875 199614

Assumptions used in the accounting for net pension expense were

Discount rates 5.00% 6.25%

Rate of increase in compensation level 2.75% 5.00%

Long-term rate of return on assets 5.75% 5.75%

The Bank intends to contribute approximately $175000 to the Plan in 2012

Projected benefits expected to be paid from the Plan are as follows

Year Amount

2012 $43000

2013 $43000

2014 $109000

2015 $108000

2016 $115000

2017-2021 $901000

The long-term rate of return on assets assumption considers the current earnings on assets of the Plan

as well as the effects of asset diversification The Plans investment strategy is to earn reasonable return

while safeguarding the benefits promised to employees All assets of the Plan are invested in deposit accounts

at the Bank

13 Other Operating Expenses

Other operating expenses consist of the following

Directors fees 172938 146348

Professional fees 189234 130933

Advertising 53457 59532

Postage 103254 110799

Public relations and contributions 51285 68188

Office supplies and printing 95525 110959

Telephone 41931 43747

Regulatory assessments 276247 332308

Loan product costs 15310 13825

Insurance 34016 37687
Other 549039 489489

1582236 1543815
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14 Related Party Transactions

In the normal course of banking business loans are made to senior officers and directors of the

Company as well as to companies and individuals affiliated with those officers and directors The terms of

these transactions are substantially the same as the terms provided for similar transactions to borrowers

who are not related to the Company In the opinion of management these loans are consistent with sound

banking practices are within regulatory lending limitations and do not involve more than normal credit

risk

summary of these loans is as follows

2011 2010

Beginning loan balances 5088728 5251105

Advances 5089891 4115395

Repayments 6283285 4275123

Change in related parties 2649

Ending loan balances 3895334 5088728

In addition to the outstanding balances listed above the officers and directors and their related

interests have $4351524 in unused loans committed but not funded as of December 31 2011

director is partner in law firm that provides services to the Company Payments of $11000

were made to that firm during 2011 and 2010

Deposits from senior officers and directors and their related interests were $2381768 as of

December 31 2011 and $2752485 as of December 31 2010

15 Capital Standards

The Board of Governors of the Federal Reserve System and the Federal Deposit Insurance Corporation

have adopted risk-based capital standards for banking organizations These standards require ratios of

capital to assets for minimum capital adequacy and to be classified as well capitalized under prompt

corrective action provisions The table below sets forth the capital ratios of the Bank as of December 31

2011 and 2010 Because Peoples Bancorp Inc.s only asset other than its equity interest in the Bank and

the Insurance Subsidiary is small amount of cash its capital ratios do not differ materially from those of

the Bank

Minimum To be well

Actual capital adequacy capitalized

in thousands Amount Ratio Amount Ratio Amount Ratio

December 31 2011

Total capital to risk-weighted assets 26073 13.7% 15256 8.0% 19070 10.0%

Tier capital to risk-weighted assets 23665 12.4% 7628 4.0% 11442 6.0%

Tier capital to average fourth quarter assets 23665 9.5% 9946 4.0% 12433 5.0%

December 31 2010

Total capital to risk-weighted assets 28651 14.3% 16050 8.0% 20062 10.0%

Tier capital to risk-weighted assets 26104 13.0% 8025 4.0% 12037 6.0%

Tier capital to average fourth quarter assets 26104 10.5% 9934 4.0% 12418 5.0%
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15 Capital Standards Continued

Tier capital consists of common stock additional paid on capital and undivided profits Total capital

includes limited amount of the allowance for loan losses In calculating risk-weighted assets specified risk

percentages are applied to each category of asset and off-balance sheet items

Failure to meet the capital requirements could affect the Banks ability to pay dividends and accept

deposits and may significantly affect the operations of the Bank

In the most recent regulatory report the Bank was categorized as well capitalized under the prompt

corrective action regulations Management knows of no events or conditions that should change this

classification

16 Foreclosed Real Estate

The increase in foreclosed real estate in 2011 was mainly attributable to the Banks acquisition by

foreclosure of one customers large parcel of building lots valued at approximately $2500000

Activity in foreclosed real estate is as follows

2011 2010

Beginning of year balance $1201600 $1335000

Additions 4752586 398600

Write downs 309500 50000
Proceeds from sales 1479459 428485
Gain loss on sales 42827 53515

End of year balance $4122400 $1201600

17 Fair Value Measures

The fair value of an asset or liability is the price that would be received to sell that asset or paid to

transfer that liability in an orderly transaction occurring in the principal market or most advantageous market

in the absence of principal market for such asset or liability In estimating fair value the Company utilizes

valuation techniques that are consistent with the market approach the income approach and/or the cost

approach Such valuation techniques are consistently applied Inputs to valuation techniques include the

assumptions that market participants would use in pricing an asset or liability FASB ASC valuation techniques

include the assumptions that market participants would use in pricing an asset or liability FASB ASC Topic

820 establishes fair value hierarchy for valuation inputs that gives the highest priority to quoted prices in

active markets for identical assets or liabilities and the lowest priority to unobservable inputs The fair value

hierarchy is as follows
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17 Fair Value Measures Continued

Level inputs Unadjusted quoted prices in active markets for identical assets or liabilities that

the reporting entity has the ability to access at the measurement date

Level inputs Inputs other than quoted prices included in Level that are observable for the

asset or liability either directly or indirectly These might include quoted prices for similarassets

or liabilities in active markets quoted prices for identical or similarassets or liabilities in markets

that are not active inputs other than quoted prices that are observable for the asset or liability

such as interest rates volatilities prepayment speeds credit risks etc or inputs that are

derived principally from or corroborated by market data by correlation or other means

Level inputs Unobservable inputs for determining the fair values of assets or liabilities that

reflect an entitys own assumptions about the assumptions that market participants would use in

pricing the assets or liabilities

In general fair value is based upon quoted market prices where available If such quoted market prices

are not available fair value is based upon internally developed models that primarily use as inputs

observable market-based parameters Valuation adjustments may be made to ensure that financial

instruments are recorded at fair value These adjustments may include amounts to reflect counterparty credit

quality and the issuers creditworthiness among other things as well as unobservable parameters Any such

valuation adjustments are applied consistently over time The Companys valuation methodologies may

produce fair value calculation that may not be indicative of net realizable value or reflective of future fair

values Although management believes the Companys valuation methodologies are appropriate and

consistent with those used by other market participants the use of different methodologies or assumptions to

determine the fair value of certain financial instruments could result in different estimate of fair value at the

reporting date Furthermore the reported fair value amounts have not been comprehensively revalued since

the presentation dates and therefore estimates of fair value after the balance sheet date may differ

significantly from the amounts presented herein Transfers between levels of the fair value hierarchy are

recognized on the actual date of the event or circumstance that caused the transfer which generally coincides

with the Companys monthly and quarterly valuation process

Fair value measured on recurring basis

The Company measures securities available for sale at fair value on recurring basis The following

table summarizes securities available for sale measured at fair value on recurring basis as of December 31

segregated by the level of the valuation inputs within the fair value hierarchy utilized to measure fair value

December 31 2011

Available for Sale Total Level Inputs Level Inputs Level Inputs

Government Agency Securities $9076990 $9076990

December 31 2010

Available for Sale Total Level Inputs Level Inputs Level Inputs

Government Agency Securities $8035780 $8035780
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17 Fair Value Measures Continued

Fair values on nonrecurring basis

The Companys foreclosed real estate and impaired loans are measured at fair value on

nonrecurring basis which means that the assets are not measured at fair value on an ongoing basis

but are subject to fair value adjustments in certain circumstances for example when there is

evidence of reduced property value Foreclosed real estate measured at fair value on non-recurring

basis during the twelve months ended December 31 2011 is reported at the fair value of the

underlying collateral assuming that the sale prices of the properties will be their current appraised

values Appraised values are estimated using Level inputs based on observable market data and

current property tax assessments Impaired loans were measured at fair value during the same period

and are reported at the fair value of the loans collateral Fair value is generally determined using

Level inputs based upon independent third-party appraisals of the properties or discounted cash

flows based upon the expected proceeds

Level Level Level

Inputs Inputs Inputs Total

December 31 2011

Foreclosed real estate 4122400 4122400
Impaired Loans 14822559 16086411

4122400 14822559 20208811

December 31 2010

Foreclosed real estate 1201600 1201600

Impaired Loans 8332016 11625512

1201600 8332016 12827112

FASB ASC Topic 825 requires disclosure of the fair value of financial assets and financial

liabilities including those financial assets and financial liabilities that are not measured and reported

at fair value on recurring basis or nonrecurring basis

The Company does not measure the fair value of any of its other financial assets or liabilities

on recurring or nonrecurring basis The fair value of financial instruments equals the carrying value

of the instruments except as noted
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December 31

Financial liabilities

Noninterest-bearing deposits

Interest-bearing deposits

Short-term borrowings

Federal Home Loan

Bank advances

Accrued interest payable

42207291

160987977

2916900

20000000

345358

4207291

164463824

2916900

21878280

345358

35219753

154420977

2754321

24000000

414758

35219753

157626964

2754321

25230768

414758

The fair value of fixed-rate loans is estimated to be the present value of scheduled payments

discounted using interest rates currently in effect The fair value of variable-rate loans including loans with

demand feature is estimated to equal the carrying amount of the loan The valuation of loans is adjusted

for possible loan losses

The fair value of interest-bearing checking savings and money market deposit accounts is equal to

the carrying amount The fair value of fixed-maturity time deposits and borrowings is estimated based on

interest rates currently offered for deposits and borrowings of similar remaining maturities

It is not practicable to estimate the fair value of outstanding loan commitments unused lines of credit

and letters of credit

2011

Carrying Fair

amount value

2010

Carrying Fair

amount value

Financial assets

Cash and due from banks 27613717 27613717 10378485 10378485

Federal funds sold 9018000 9018000 1016000 1016000

Investment securities total 9081293 9081360 11546313 11590095

Federal Home Loan Bank and CBB

Financial Corp stock 1601400 1601400 2151600 2151600

Loans net 188876206 189419727 207295877 208116545

Accrued interest receivable 1087971 1087971 1306708 1360708
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18 Parent Company Financial Information

The balance sheets statements of income and statements of cash flows for Peoples Bancorp Inc

Parent Only follow

December 31
Balance Sheets zoii 2010

As sets

Cash 314903 306690
Investment in bank subsidiary 22918726 25690671
Investment in insurance agency subsidiary 1565132 1399805

Duefrombanksubsidiary 1571
Income tax refund receivable 16288 4839

Total assets 24816620 27402005

Liabilities and Stockholders Equity

Other liabilities 2699 9841

Stockholders equity

Common stock 7795120 7795120
Additional paid-in capital 2920866 2920866
Retained earnings 14844222 17088741
Accumulated other comprehensive income loss 746287 412563

Total stockholders equity 24813921 27392164

Total liabilities and stockholders equity 24816620 27402005

Years Ended December 31
Statements of Income 2011 2010

Interest revenue 2324 3626
Dividends from bank subsidiary 317239 1413122

Equity in undistri buted income of insurance agency subsidiary 165327 165047

Equity in undistributed income of bank subsidiary 2438222 1945573
1953332 363778

Expenses

Professional fees 35163 8000
Other 15075 4915

50238 12915

Loss before income tax benefit 2003570 376693
Income tax benefit 16289 3158
Net loss 1987281 373535
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18 Parent Company Financial Information Continued

Years Ended December 31

Statements of Cash Flows 2011 2010

Cash flows from operating activities

Interest and dividends received 319563 1416748

Income taxes refunded 4838 3158

Cash paid for operating expenses 58949 17333

265452 1402573

Cash flows from financing activities

Dividends paid 257239 1403122

Net increase decrease in cash 8213 549

Cash at beginning of year 306690 307239

Cash at end of year 314903 306690

Reconciliation of net income to net cash

provided by operating activities

Net loss 1987281 373535

Adjustments to reconcile net loss to net cash

provided by operating activities

Undistributed net income of subsidiaries 2272895 1780526

Increase decrease in other liabilities 7142 6974
Increase decrease in income tax refund receivable 11450 2556

Increase decrease in accounts receivable 1570
265452 1402573
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19 Quarterly Results of Operations Unaudited

Three Months Ended

in thousands December 31 September 30 June 30 March 31

except per share information

2011

Interest revenue 2875 2932 2977 2935

Interest expense 734 776 817 854

Net interest income 2141 2156 2160 2081

Provision for loan losses 2675 1450 925 1500

Net income loss 1219 430 40 298

Comprehensive income loss 1553 438 30 300

Earnings loss per share $1.57 $0.55 $0.05 $0.38

2010

Interest revenue 3279 3048 3157 3330

Interest expense 912 936 944 985

Net interest income 2367 2112 2213 2345

Provision for loan losses 2925 485 1025 475

Net income loss 995 288 68 401

Comprehensive income loss 727 292 59 400

Earnings loss per share $1.28 $0.38 $0.09 $0.51
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Certified Public Accountants

Report of Independent Registered Public Accounting Firm

The Board of Directors and Stockholders

Peoples Bancorp Inc

Chestertown Maryland

We have audited the accompanying consolidated balance sheets of Peoples Bancorp Inc and Subsidiaries as of

December 31 2011 and 2010 and the related consolidated statements of income changes in stockholders equity and

cash flows for each of the years in the two year period ended December 31 2011 These financial statements are the

responsibility of the Companys management Our responsibility is to express an opinion on these financial statements

based on our audits

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board

in the United States of America Those standards require that we plan and perform the audit to obtain reasonable

assurance about whether the financial statements are free of material misstatement The Company is not required to

have nor were we engaged to perform an audit of its internal control over financial reporting Our audit included

consideration of internal control over financial reporting as basis for designing audit procedures that are appropriate in

the circumstances but not for the purpose of expressing an opinion on the effectiveness of the Companys internal

control over financial reporting Accordingly we express no such opinion An audit also includes examining on test

basis evidence supporting the amounts and disclosures in the financial statements assessing the accounting principles

used and significant estimates made by management as well as evaluating the overall financial statement presentation

We believe that our audits provide reasonable basis for our opinion

In our opinion the financial statements referred to above present fairly in all material respects the financial

position of Peoples Bancorp Inc and Subsidiaries as of December 31 2011 and 2010 and the results of its operations

and its cash flows for each of the years in the two year period ended December 31 2011 in conformity with accounting

principles generally accepted in the United States of America

Baltimore Maryland

March 24 2012

101 Chesapeake Avenue Suite 300 Baltimore Maryland 21286

410-583-6990 FAX 410-583-7061

Website

www.Rowles.com
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